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Kentucky Taxation
By FREDERICK W. WHITESIDE*
Legislative and administrative decision-making assume a
role of primary importance in tax matters, usually overshadow-
ing the role of the judiciary. This has been true in Kentucky
during the past year, for the most significant developments in
state tax law have come not from court decisions, but rather
from the legislative and administrative divisions of the state
government.
I. INCOME TAX LEGISLATION
There are signs of progress in the effort to simplify and
improve the structure of the Kentucky income tax. Simplifica-
tion should be relatively easy to accomplish in the state tax,
as compared with the frustration which has met attempts to
simplify the federal system. To sum up the federal situation
somewhat cursorily, goals such as equity or supposed equity,
incentives, special relief, preferences for the poor or the rich,
for labor or capital or other groups, have nearly always pre-
vailed over the goal of simplification. On the state level, how-
ever, Kentucky does not place disproportionate reliance on the
income tax to satisfy revenue needs. Nor are its rates as steeply
progressive as the federal, rising to only 6 percent for the indi-
vidual income tax. Kentucky, like other states, began to tap
income as a source of revenue long after the federal govern-
ment's successful experience. Hence, it is not surprising to find
in the present state tax provisions a statement of basic policy
calling for conformity with the federal model.'
Despite this announced policy of conformity, there are
numerous differences from the federal tax, both because the
state legislature has consciously created differences and be-
* Professor of Law, University of Kentucky. B.A. 1933, University of Arkansas;
LL.B. 1936, Cornell University.
I Ky. REV. STAT. § 141.050(1) (1974) [hereinafter cited as KRS] reads in part as
follows: "[Tihe administrative and judicial interpretation of the federal income tax
law, computations of gross income and deductions. . . shall be as nearly as practica-
ble identical with those required for federal income tax purposes." This language first
appeared in 1954, but a similar policy was expressed in the earlier state income tax
law in 1936.
KENTUCKY LAW JOURNAL
cause legislative inertia has prevented the General Assembly
from updating state law. Three years ago a comprehensive arti-
cle in the Kentucky Law Journal discussed the differences be-
tween the Kentucky tax and corresponding federal provisions,
and proposed changes designed to achieve harmony between
the two tax systems.2
In addition to numerous minor alterations, the article pro-
posed the following major changes in the Kentucky statute:
(1) Elimination of the deduction of federal income tax in
arriving at income taxable by Kentucky;
(2) Enactment of the split income, joint return election for
married individuals, an election which has been allowed
under federal law since 1948;
(3) An increase in Kentucky's standard deduction to an
amount equal to the minimum income required for filing a
federal return;
(4) Allowance of a $100 exclusion of corporate dividends
from Kentucky income for each individual, as provided for
computation of gross income for the federal tax;
(5) Enactment of Kentucky income tax provisions permit-
ting pass-through to shareholders of income from tax option
or "Subchapter S" corporations, which is allowed for federal
income tax purposes;
(6) Enactment of carryover of net operating losses to con-
form with federal law.
The authors of the article viewed the various state tax
policies underlying these differences from the federal income
tax as "relatively insignificant in comparison with the desira-
ble simplification to be accomplished" by conformity of state
and federal computations.' They also outlined the modifica-
tions in the Kentucky income tax return which conformity
would require, beginning with use of the adjusted gross income
amount reported on the federal return, with only a few adjust-
ments necessary for the state computation. In addition to the
specific proposals listed above, a further procedural change
should be seriously considered. A recently enacted federal stat-
2 Whiteside & Moss, Federal-State Relationships-Conformity of Kentucky's In-
come Tax with the Federal Model, 61 Ky. L.J. 462 (1973). See also Whiteside & Moss,
Amending Kentucky's Individual Income Tax Law, 38 KY. B.J. 48 (1974).
61 Ky. L.J. at 510.
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ute, effective in 1974, provides for federal-state cooperation in
tax collections. Known as "piggybacking," the Federal-State
Tax Collection Act of 19724 permits a state to elect to have its
income tax collected and administered by the federal govern-
ment.
Until recently, Kentucky's administrative branch of gov-
ernment has been unreceptive to these proposed reforms. For
example, the Department of Revenue thought that considera-
tions of justice and the integrity of the statutory rate progres-
sion scheme justified the state's refusal to permit income-
splitting by married couples, as allowed under the federal law.
Both the Department of Revenue and the Governor ruled out
elimination of the deduction of federal income taxes from gross
income, on the ground that it amounted to a hike in the tax.'
The 1974 Kentucky General Assembly did amend the Ken-
tucky definition of gross income to bring it closer to the federal
definition.' Beginning with 1974 income, dividends on corpo-
rate stock received by individual taxpayers are excluded from
gross income to the same extent as under federal law. Second,
an individual taxpayer may now deduct income taxes paid to
a foreign government from his Kentucky income. Third, a for-
mer exlusion of dividends from Kentucky banks has been elim-
inated. Other 1974 amendments, however, are inconsistent
with the goal of state and federal conformity. 7
During the 1974 legislative session many saw the merits of
more comprehensive reform. A Louisville Courier-Journal edi-
torial urged election of federal "piggybacking" in order "to
make the taxpayer's annual burden a little lighter and to save
some of that midnight oil."' The Chairman of the Senate Ap-
propriations and Revenue Committee stated: "I think we
should bring the state returns into closer conformity with the
INT. REV. CODE OF 1954 §§ 6361-6365 [hereinafter cited as IRC].
See Louisville Courier-Journal, Dec. 9, 1973, § A, at 1, col. 1.
See KRS §§ 140.010(9)(b), (9)(f) & (13)(b) (Supp. 1974).
Ky. ACTs ch. 163, § 8 (1974), amending KRS 141.013, provides that Kentucky
taxpayers can no longer elect to deduct from taxable income the additional first year
depreciation as provided by IRC § 179. Ky. Acts ch. 362, § 1 (1974), provides that
members of the Kentucky National Guard, as of the end of the taxable year, shall have
a $20 credit against the tax.
Louisville Courier-Journal, Sept. 5, 1973, § A, at 20, col. 1.
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federal returns."9 This brought an admission from the then
Commissioner of Revenue that many Kentuckians are filing
state returns who do not file federal returns, and that "we are
way behind in updating our state income tax law."' 0 During the
1974 session, one progressive legislator introduced a bill into
the House of Representatives calling for elimination of the sep-
arate Kentucky income tax return by tying the Kentucky tax
to a percentage of the federal tax, the percentage to be deter-
mined annually by the Department of Revenue."
A most encouraging development, affording hope for the
current 1976 legislative session, deserves the support of Ken-
tucky lawyers. A recent study by the Department of Revenue,
which advocates some of the above suggested reforms, recom-
mends:
(1) Elimination of the deduction of federal income taxes on
the state return, which would produce an estimated
$55,000,000 increase in collections by the state;
(2) A hike in the standard deduction, so that Kentucky re-
turns would no longer have to be filed on incomes too small
to be reported for federal purposes;
(3) An election for married couples to file joint returns, as
under the federal law. 2
For the average taxpayer the relatively slight increase in
Kentucky tax produced by disallowance of the federal tax de-
duction would be largely offset by the increase in the standard
deduction. Perhaps the most cogent argument in favor of elimi-
nation of the federal tax deduction is that it is regressive, in
that it results in high bracket taxpayers paying a much lower
percentage of Kentucky tax than the average taxpayer." Per-
mitting joint returns will eliminate the need for many couples
to break down their incomes separately for their Kentucky re-
, Lexington (Ky.) Herald, Feb. 5, 1974, § B, at 18, col. 2.
.0 Id.
11 Representative Schmaedecke of Covington introduced H.R. 559 into the 1974
Kentucky General Assembly. It is difficult at the time of this writing to predict exactly
which changes will be passed by the 1976 General Assembly. The raise in the personal
exemption, proposed by the state administration, falls short of the income below which
taxpayers are not required to file a federal return. See also H.R. 360, 1976 Kentucky
General Assembly, proposed by Representative Louis DeFalaise.
12 Louisville Courier-Journal, June 25, 1975, § B, at 1, col. 5.
The marginal rate paid in Kentucky by taxpayers with $100,000 income is only
1.8 percent, in contrast to the nominal rate of 6 percent at the highest bracket.
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turns, after preparing a joint federal return.
Tax reform is sorely needed in Kentucky. Because of need-
less technicalities and differences from the federal income tax
return, the Kentucky income taxpayer, or his lawyer or accoun-
tant, spends needless hours calculating his Kentucky liability,
whether it be $50 or one hundred times that much. The pro-
posed changes would not only save individual taxpayers time
and expense in the preparation of returns, but also would bene-
fit the Department of Revenue by increasing the efficiency of
its administrative machinery.
H-. SALES AND USE TAX
Most of the past year's Kentucky taxation cases relate to
the sales and use tax and the assessment of property values for
the ad valorem property tax. Although none are of great signifi-
cance to the general public, they involve statutory interpreta-
tions which may be quite important to persons in special situa-
tions."
Perhaps the most interesting question regarding the Ken-
tucky sales tax arose at the administrative level. The question
involves the statutory exemption from the 5 percent tax pro-
vided for sales of livestock used for breeding purposes, "the
products of which ordinarily constitute food for human
consumption .... "Is Under this statute the Kentucky De-
partment of Revenue has long exempted sales of mares and
" In one case a hotel made the novel contention that it was exempt from sales
tax on purchases of tableware used in its dining facilities and purchases of bed linens
and draperies used in its rented rooms, on the ground that the items purchased were
for resale to its customers. The Court rejected this argument, holding that the hotel
must pay the tax, since its customers did not repurchase the items. Kentucky Bd. of
Tax Appeals v. Brown Hotel Co., 528 S.W.2d 715 (Ky. 1975).
Another case construed the exemption from sales tax of materials and supplies
with a useful life of less than one year which are required for the current operation of
machinery, as distinguished from taxable replacement parts used in repair. The Court
upheld assessment of the tax because the taxpayer had failed to prove that the items
were not repair and replacement parts which are taxable as is the machinery itself.
Mansbach Metal Co. v. Department of Revenue, 521 S.W.2d 85 (Ky. 1975).
The Court also held that the bottles and wooden cases in which soft drinks were
delivered from a Cincinnati bottler to dealers in Kentucky were, unlike the contents,
exempt as property sold for resale and thus not subject to the tax on property "pur-
chased .. .for storage, use or other consumption in this state." Coca-Cola Bottling
Works Co. v. Department of Revenue, 517 S.W.2d 746 (Ky. 1974).
' KRS § 139.480(4) (Supp. 1974).
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stallions used for breeding purposes.'6 Recently the propriety of
the Department regulation was brought into question by the
Administrative Regulations Review Subcommittee created by
the 1974 Kentucky General Assembly, which observed that
horses generally do not come within the category of "food for
human consumption."" It was also noted that the administra-
tive regulation seems to have been based upon informal De-
partment policy reflected in an administrative circular, and
not upon formal regulations by the Department. While the
Administrative Review Subcommittee does not have the au-
thority to overrule the Department of Revenue's statutory in-
terpretations, it may have, as noted in a news feature article
by Livingston Taylor, "spotlight[ed] an area in which the
1976 General Assembly would have power to act."'" Certainly
the recently inaugurated legislative policy of subjecting admin-
istrative regulations to review seems a salutary one.
III. PROPERTY TAXEs
A. Fair Cash Value
Fair, full and equal assessment of the value of property for
ad valorem taxes continues to be a public issue. The Kentucky
Constitution requires that all nonexempt property be assessed
at its fair cash value. 9 The checkered history and interpreta-
tion of the constitutional mandate were reviewed in a recent
symposium on the property tax in the Kentucky Law Journal.20
Therefore, only a few recent developments need be mentioned
here.
In an inflationary economy there must be frequent reval-
uation to adequately reflect present-day fair cash values. A
Kentucky statute requires that the property valuation admin-
istrator make quadrennial real estate revaluation,2' and the
,1 Taylor, Sales-Tax Exemptions for Horses are Questioned, Louisville Courier-
Journal, June 4, 1975, § 13, at 1, col. 1 [hereinafter cited as Taylor, Exemptions]. But
cf, 103 KAR 28.080 in 1 Ky. ADMIN. REGISTER 704 (April 1975); 103 KAR 28.080 in 1
Ky. ADMIN. REGISTER 1218 (June 1975).
,1 Taylor, Exemptions, at 1; 1974-75 Interim Leg. Record 25 (June 1975).
, Taylor, Exemptions, at 1.
Ky. CONsT. § 172. See also KRS § 132.450 (1970).
60 Ky. L.J. 75 (1971).
21 KRS § 132.690 (1970).
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Department of Revenue has recently insisted upon revaluation
by each county in order to equalize assessments among the
state's 120 counties. 22
Fair cash value is of course best evidenced by the purchase
price which a taxpayer recently paid for the property. If the
property which is the subject of valuation has not recently
changed hands, sales of comparable property are relevant. In
one interesting case23 the Court of Appeals ruled for the tax-
payer despite the fact that he had bought the property eight
months before the assessment date at a much higher price than
his assessment. Although he paid more than $24,000,000 for oil
mineral rights, the following January he assessed their value at
$5,446,000. The taxpayer rebutted the presumption that an
assessment at the purchase price is correct by evidence of spe-
cial circumstances, including the speculative nature of bids
and purchases from the General Services Administration, the
lack of opportunity to investigate at the time he bought the
mineral rights, and expert geological and geophysical testi-
mony based upon exploration subsequent to the purchase. The
Court of Appeals found that the compromise valuation of
$16,988,062 adopted by the Board of Tax Appeals and affirmed
by the circuit court was without evidentiary support and thus
reversed in favor of the taxpayer's valuation.
B. Coal Land Valuation
Coal lands and other mineral interests have long been con-
sidered to be undervalued for property tax purposes.2 1 With
rising values and increased mining activity, the need for reval-
uation has become especially acute. Concomitantly, Depart-
ment of Revenue officials have made known their need for ac-
cess to the expertise of geologists and mining engineers in order
to achieve accurate valuation estimates.25
Kentucky permits land devoted exclusively to agricultural
21 The Department of Revenue has recently published statistics showing assess-
ment levels in each of the 120 counties. Taylor, State Notes Improvements in Assess-
ment Levels, Louisville Courier-Journal, Nov. 1, 1975, § B, at 1, col. 1.
2 Allied Chem. Corp. v. Board of Supervisors, 511 S.W.2d 196 (Ky. 1974).
2, Nader, Introduction, Student Symposium on Kentucky Property Tax, 60 Ky.
L.J. 77 (1971).
Appropriations & Revenue, 1974-75 INTERIM LEG. RECORD 8, 9 (Jan. 1975).
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or horticultural use to be assessed at its value for those pur-
poses, rather than at its actual market value, which may have
risen because of potential subdivision or industrial use. 26 The
owner of farm or timber land with underlying coal deposits
might similarly claim that, so long as mining activity has not
begun, valuation should be based only upon agricultural use,
if the detailed statutory conditions are satisfied. This special
valuation could not be invoked, however, where the mineral
interests have been separated from the surface by a leasehold
or other separate operating or royalty interest. While tax re-
formers have been urging reassessment based upon the full
value of underlying coal deposits, the coal industry has pointed
to the injustice of assessing unmined coal at its full estimated
value, unless such factors as accessibility of the deposits and
the cost and feasibility of commercially profitable mining are
taken into account.
A case of far reaching importance has recently been deter-
mined adversely to the coal industry by the Tennessee State
Board of Equalization.Y Tennessee statutory tax rates favor
farm land, whereas Kentucky's statutory scheme bases real
estate assessments on the use to which land is put. The Tennes-
see Board ruled that despite the absence of any mining activ-
ity, the unmined coal deposits should be taxed at the 40 per-
cent rate applicable to commercial or industrial land rather
than the agricultural rate of 25 percent.
IV. COAL SEVERANCE TAX
In 1972 Kentucky enacted its first severance tax on coal.
The rate is 4 percent of the gross value of coal taken from the
ground, subject to a 30 cents per ton minimum. 2 There are no
exemptions. 29 In 1974 the General Assembly provided for the
return to the coal counties of half of all severance taxes col-
lected in excess of the official state revenue estimate.30 The
26 KRS § 132.450(2)(g) (1970).
2 3 PEOPLE & TAXES 13 (April, 1975).
21 KRS § 143.020 (Supp. 1974).
21 With this in mind, the Attorney General recently ruled that an airport authority
was liable for the tax where a significant amount of coal was extracted while excavating
an air terminal. Op. Ky. ATr'y GEN. 74-53 (1974).
30 Vance, Pike, Muhlenberg Rebates on Coal Tax Differ Widely, Louisville
[Vol. 64
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excess is returned to the coal producing counties in proportion
to the amount each paid. However, it is returned only as a
credit to be drawn upon by the county in the form of project
requests which must be approved by a legislative committee.
The allocation by county of the total funds which are entitled
to be returned has recently been published.3'
In addition to the state severance tax, an interesting ques-
tion has arisen concerning the power of counties to levy taxes
and to use the proceeds to finance roads and local government
activities, under the municipal home rule powers delegated by
the General Assembly. Fifteen coal producing counties have
levied excise taxes based upon tonnage extracted from the
ground. The circuit court has sustained the validity of Pike
County's 10 cents per ton tax on coal mined in that county, but
collections have been delayed pending determination by the
state's highest court.2
V. PROPERTY TAX EXEMPTIONS
Several events have affected the homestead exemption for
senior citizens which was adopted by a state constitutional
amendment approved by the voters in 1971. It exempts $6500
of assessed valuation of single-unit residential property owned
by a person 65 years of age or older which is maintained as his
personal residence.33 Most interesting is the General Assem-
bly's recent legislative interpretation of the meaning of the
constitutional homestead exemption in a 1974 enactment
which provides that: "the $6500 exemption shall be construed
to mean $6500 in terms of the purchasing power of the dollar
in 1972," the year the exemption became effective. So con-
strued, the exemption is approximately $7700 for 1975. This
Courier-Journal, Aug. 8, 1975, § B, at 1, col. 1. The change was accomplished by a floor
amendment to House Bill 288. 1974 Ky. H.R.J. 1301. See also Circuit Judge Rules Coal
Seam County Gets Severance Back, 1 Ky. COAL J. 21 (Nov. 1975).
"1 Louisville Courier-Journal, Aug. 8, 1975, § B, at 1, col. 1.
22 Lexington (Ky.) Herald, May 16, 1975, §A, at 1, col. 1.
31 Ky. CONST. § 170.
31 KRS § 132.810(2)(c) (Supp. 1974). Other 1974 legislative interpretations of the
constitutional amendment concern whether a mobile home is a single-unit residence,
the effect of renting rooms incidental to occupation as a homestead and the effect of




interpretation is reminiscent of the Court of Appeals' use of the
Consumer Price Index to interpret the meaning of a constitu-
tional monetary limit upon salaries paid by the state to certain
officers and employees.35
A constitutional amendment to the homestead exemption
was adopted by the voters in the November 4, 1975, general
election. The amendment extends the homestead exemption to
duplexes and condominium interests.3 An unfavorable vote
was recommended in an editorial in the Courier-Journal, on the
ground that it was a relatively trivial amendment to an unjust
exemption.3 7 The writer thought a better way to help older
people make ends meet would be to base exemption from taxes
upon need rather than age, or perhaps to provide financial
relief directly, rather than through exemption from taxes.
Another development relating to exemption from taxes
concerned the astonishing assertion by Bullitt County and the
Department of Revenue that the Isaac Bernheim Foundation
parklands are not within the exemption for charitable activi-
ties .3 The Court of Appeals rejected this contention, stating:
We do not propose to allow the perpetuation of individ-
ual idiosyncrasies in a tax-exempt status under the guise of
11 See Matthews v. Allen, 360 S.W.2d 135 (Ky. 1962). See also Roberts, Special
Comment-A Few Thoughts on the Consumer Price Index to Adjust Constitutional
Salary Limits, 51 Ky. L.J. 346 (1962).
31 The question Kentucky voters were asked to decide was:
Shall Section 170 of the Constitution be amended to include as property
exempt from taxation, real property maintained as the permanent residence
of the owner, who is sixty-five years of age or older, up to the assessed
valuation of sixty-five hundred dollars on said residence and contiguous real
property, except for assessment for special benefits. The real property may
be held by legal or equitable title, by entireties, jointly, in common, as a
condominium, or indirectly by stock ownership or membership representing
the owner's or member's proprietary interest in a corporation owning a fee
or leasehold initially in excess of ninety-eight years. The exemption shall
apply only to the value of the real property assessable to the owner or, in the
case of ownership through stock or membership in a corporation, the value
of the proportion which his interest in the corporation bears to the assessed
value of the property.
The above "ballot" is quoted as it appeared in the Louisville Courier-Journal & Times,
Nov. 2, 1975, Election Section, at 4, col. 1 (Sunday).
11 The Amendments: One Important, One Foolish, Louisville Courier-Journal &
Times, Nov. 2, 1975, § D, at 2, col. 2 (Sunday editorial).




charity. Nevertheless, we feel that charity is broader than
relief to the needy poor and includes activities which reason-
ably better the condition of mankind."'
VI. INHERITANCE TAX
During the past year the Court of Appeals had occasion to
decide one inheritance tax case involving a complex and poorly
drafted statute taxing transfers under powers of appointment. 0
The case addressed a narrow constitutional point concerning
the validity of the Kentucky inheritance tax provisions taxing
property subject to a power of appointment. KRS § 140.040 (2),
(3) provides that such property shall be taxed at the date of the
donor's death, if the donor dies after the statute's 1936 effective
date; if the donor died prior to 1936, it is to be taxed at the time
of the donee's death.4' The Court held that since 1936 was the
year in which Kentucky began to tax the transfer of appointive
property at the time of the donor's death, it was not constitu-
tionally unreasonable to continue to tax such transfers at the
donee's death when the donor had died before enactment of,
and was therefore unreachable by, the statute. Judge Pal-
more's opinion is worth reading, if not for the precise point in
issue, as a lucid explanation of the history and purpose of a
much misunderstood statute.42
' Id. at 764.
Board of Tax Appeals v. Citizens Fidelity Bank & Trust Co., 525 S.W.2d 68 (Ky.
1975).
" KRS § 140.040(2)-(3) (1970).
42 See also Strom, Powers of Appointment and the Kentucky Inheritance
Tax-The Department of Revenue's Administration of KRS Section 140.040, 61 Ky.
L.J. 900 (1973); Note, Kentucky Death Taxes-Putting a Price on Inheritance, 58 Ky.
L.J. 549, 563-68 (1970).
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